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MVEMORANDUM OPI NI ON

COHEN, Judge: Respondent determ ned a deficiency of
$1,161,134 in petitioners’ Federal incone tax for 2004 and a
$232, 227 penalty under section 6662(a). After concessions by
petitioners, the issues for decision are: (1) Whether
petitioners may exclude fromincome punitive damages received in

2004 from a successful lawsuit for inproperly denied disability



- 2 -
i nsurance clai nms under section 104(a)(3), and (2) whether
petitioners are liable for the penalty under section 6662.
Unl ess otherw se indicated, all section references are to the
| nternal Revenue Code (Code) in effect for the year in issue, and
all Rule references are to the Tax Court Rules of Practice and
Pr ocedur e.

Backgr ound

This case was submtted fully stipulated, and the stipul ated
facts are incorporated as our findings by this reference.
Petitioners resided in Arizona at the tinme the petition was
filed.

Gary Greenberg (petitioner) purchased a private disability
i ncome insurance policy fromthe Paul Revere Life |Insurance Co.
(Paul Revere) in 1988. Petitioner purchased the policy entirely
with after-tax dollars and did not receive any contribution from
hi s enpl oyer.

In 1990, petitioner becane disabled and filed a claimwth
Paul Revere. Paul Revere accepted his claimand paid benefits
until approxi mately Septenber 1998. After Paul Revere ceased
payi ng benefits, petitioner filed suit against the conpany
al I egi ng breach of contract and insurance bad faith. In 2004,
the U S District Court for the District of Arizona ruled in

favor of petitioner and awarded danmages as foll ows:



Descri ption Anpunt
Past disability benefits and prem uns $151, 552. 42
Future disability paynents 395, 893. 00
Puni tive damages 2,400, 000. 00
Costs and fees 340, 919. 77
| nt er est 61, 294. 00
Tot al 3, 349, 659. 19

Paul Revere paid the judgnment in full.

Petitioners did not report any part of the award on their
Federal inconme tax return for 2004 or any other year.
Petitioners also received $199 in interest incone in 2004 that
they did not report.

The notice of deficiency adjusted petitioners’ inconme to
i nclude the punitive damages, interest, and the proportional
amount of costs and fees awarded in the lawsuit as well as the
$199 in interest incone. The adjustments did not include the
conpensat ory damages of $547,445.42 or $63,411 of the awarded
| egal fees and costs, the portion the parties have stipulated is
attributable to those paynents.

Di scussi on

Petitioners contest respondent’s determ nation that they are
not entitled to exclude the punitive danages from i ncone.
Petitioners concede, however, that the $61,294 in interest
received fromthe lawsuit may not be excluded fromincone and

that the $199 additional interest itemis taxable.
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Puni ti ve Damages Under Section 104(a)(3)

The definition of gross inconme under section 61(a) broadly

enconpasses any accession to a taxpayer’s wealth. Conmm ssioner

v. Schleier, 515 U S. 323, 327-328 (1995). Therefore, absent an

exception by another statutory provision, damage awards from a

lawsuit nust be included in gross incone. See Kenseth v.

Comm ssioner, 114 T.C 399, 413-417 (2000), affd. 259 F.3d 881

(7th Gr. 2001).

Section 104(a)(3) permts taxpayers to exclude from gross
i ncone:

anounts received through accident or health insurance

(or through an arrangenment having the effect of

accident or health insurance) for personal injuries or

si ckness (other than anpunts received by an enpl oyee,

to the extent such anounts (A) are attributable to

contributions by the enpl oyer which were not includible

in the gross inconme of the enployee, or (B) are paid by

t he enpl oyer);
Proceeds froma lawsuit initiated to recover paynents owed under
an i nsurance policy may al so be excluded fromincone if they
ot herwi se neet the requirenents of the statute. See Watts v.

Commi ssioner, T.C Meno. 2009-103 (“That petitioner had to

litigate to establish her rights to paynent under the * * *
policy does not change the concl usion that the paynment was
recei ved ‘through’ accident insurance.”).

I n general, exclusions fromincone are narrow y construed.

Conmm ssioner v. Schleier, supra at 328. Petitioners argue that

the punitive damages may be excluded fromincone under section



- 5 -
104(a)(3) primarily because punitive damages coul d not have been
awar ded wi thout the insurance policy. This “but for” argunent,
however, is discredited by the Suprene Court’s anal ysis of

section 104(a)(2) in OGIlvie v. United States, 519 U S. 79

(1996). In that case the Suprene Court considered an earlier
version of section 104(a)(2) that excluded frominconme “the
anount of any danmages received (whether by suit or agreenent and
whet her as lunp suns or as periodic paynents) on account of
personal injuries or sickness”. The Court reasoned that both the
statute and the intention of Congress to exclude only those
damages that conpensate for personal injuries or sickness
i ndicate that the exclusion does not enconpass punitive danmages.
Al t hough the wording of section 104(a)(3) is slightly
different fromthat of section 104(a)(2), paragraph (3) simlarly
does not permt taxpayers to exclude punitive damages. There is
no legal or linguistic reason to distinguish between the
limtation of section 104(a)(2), that danages be received “on
account of” personal injuries or sickness, and the limtation of
section 104(a)(3), that the “anmounts received through accident or
heal th i nsurance” nmust be received “for personal injuries or

si ckness”. See Commi ssioner v. Schleier, supra at 330

(suggesting that each of the provisions of section 104(a) inposes
identical requirenments with respect to personal injuries). Any

punitive damages award arguably is nmade because of sone injury
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and thus woul d not be awarded “but for” the injury. Punitive
damages are for the purposes of punishnent, not conpensation for
“personal injuries or sickness” and therefore do not neet the

requi renents of the statute. O Glvie v. United States, supra at

83-84; Commi ssioner v. Schleier, supra at 329-330.

Congress has anmended section 104(a) to address punitive
damages in the context of section 104(a)(2). That section was
first amended to address punitive damages to elimnate fromthe
exclusion “punitive danages in * * * a case not involving
physi cal injury or physical sickness”, effective July 10, 1989.
Omi bus Budget Reconciliation Act of 1989, Pub. L. 101-239, sec.
7641, 103 Stat. 2379. The Suprene Court held that this amendnent
did not inply that all other punitive damages were excl uded from
t hat section because the provision was intended as a | egislative
conprom se regardi ng nonphysical injuries, or sinply a
clarification of the current |law, rather than a change to the | aw

regardi ng punitive damages. O Glvie v. United States, supra at

89-90. Congress further anended the statute, effective August
20, 1996, specifically excepting punitive damages fromthe
exclusion. Small Business Job Protection Act of 1996, Pub. L
104- 188, sec. 1605, 110 Stat. 1838.

Petitioners contend that Congress nust have intended section
104(a)(3) to enconpass punitive damges because it failed to

amend that section when it anended section 104(a)(2).
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Petitioners, however, offer no evidence of Congress’ intent
regardi ng section 104(a)(3), only speculation. Unlike section
104(a)(2), section 104(a)(3) has not been the subject of
significant litigation about the excludability of punitive
damages. Thus, as descri bed above we find no reason to read the
injury requirenent differently under section 104(a)(3) than the
Suprene Court in OGIlvie read section 104(a)(2) before the 1996
amendnent .

Petitioners claimthat the punitive damages they received
were not punitive, but “bad faith damages”. They contend,
w thout citation of relevant authority, that *“danage awards that
serve both to conpensate and puni sh are excludable”. The
punitive damages they received are ineligible to be excluded
under section 104(a)(3), however, because they are not
conpensating “for personal injuries or sickness” even if
attributable to bad faith acconpanying contractual obligation or
tortious activity.

For the reasons outlined above, petitioners are not entitled
to exclude fromgross incone the punitive damages they received.
The | egal fees and costs received in a judgnent that correspond

to taxabl e damages are al so taxable. See Goeden v. Conmm ssioner,

T.C. Meno. 1998-18. The parties have stipulated that $63,411 of
the costs and fees are related to the damages that petitioners

may exclude frominconme under section 104(a)(3). The bal ance of
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the costs and fees that petitioners received in the lawsuit is

t axabl e. Respondent has agreed that petitioners may deduct those
costs and fees as a m scellaneous item zed deduction, subject to
applicable rules. See secs. 212, 67.

Section 6662 Accuracy-Rel ated Penalty

Section 6662(a) and (b)(1) and (2) inposes a 20-percent
accuracy-rel ated penalty on any underpaynent of Federal incone
tax attributable to a taxpayer’s negligence or disregard of rules
or reqgulations or substantial understatenent of incone tax.
Section 6662(c) defines negligence as including any failure to
make a reasonable attenpt to conply with the provisions of the
Code and defines disregard as any carel ess, reckless, or
intentional disregard. Disregard of rules or regulations is
careless if the taxpayer does not exercise reasonable diligence
to determine the correctness of a return position that is
contrary to the rule or regulation. Sec. 1.6662-3(b)(2), Incone
Tax Regs. A substantial understatenent of incone tax exists if
t he understatenment exceeds the greater of 10 percent of the tax
required to be shown on the return or $5,000. Sec.
6662(d) (1) (A .

Under section 7491(c), the Comm ssioner bears the burden of
production with regard to penalties and nust conme forward with
sufficient evidence indicating that it is appropriate to inpose

penalties. See Hi gbee v. Conm ssioner, 116 T.C. 438, 446 (2001).
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However, once the Conm ssioner has net the burden of production,
t he burden of proof remains with the taxpayer, including the
burden of proving that the penalties are inappropriate because of
reasonabl e cause or substantial authority. See Rule 142(a);

Hi gbee v. Conm ssioner, supra at 446-447. Considering the

erroneous nature of the deduction and the anount of the resulting
under paynment of tax, respondent has satisfied the burden of
produci ng evidence that the penalty is appropriate.

The accuracy-rel ated penalty under section 6662(a) is not
i nposed with respect to any portion of the underpaynent as to
whi ch the taxpayer acted with reasonabl e cause and in good faith.

Sec. 6664(c)(1l); H gbee v. Comm ssioner, supra at 448. The

decision as to whether a taxpayer acted with reasonabl e cause and
in good faith is made on a case-by-case basis, taking into
account all of the pertinent facts and circunstances. See sec.
1.6664-4(b) (1), Incone Tax Regs.

Petitioners do not separately address the penalty issue.
G ven the plain | anguage of the statute and the applicable
casel aw, the argunents they provide in support of their position
on the deficiency itself do not anmount to substantial authority
or reasonabl e cause. Petitioners did not provide any evidence
that they relied on professional advice, and they did not

di sclose their position on their return. See sec. 6662(d)(2)(B)
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Petitioners have therefore not nmet their burden of proof and are
liable for the penalty.
We have considered the other argunents of the parties, and
they either are without nerit or need not be addressed in view of

our resolution of the issues. For the reasons expl ai ned above,

Deci sion will be entered

under Rul e 155.




